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i  am  honored  to  join  this  distinguished  company  to 
discuss  the  future  of  medicare, 

Medicare  today  is  a  source  of  national  concern,  How 
can  we  provide  quality  health  care  for  the  elderly  and 
disabled  at  a  price  we  can  afford?  how  do  we  balance 
compassion  and  cost? 

i  don't  think  anyone  in  this  room  believes  that  health- 
care policy  should  be  determined  by  mere  economics. 
Certainly  I  don't,  Whenever  I  hear  some  number  cruncher 
talk  as  if  it  should,  i  feel  the  same  irritation  winston 
Churchill  felt  when  he  heard  socialist  planners  refer  to 
homes  as  "accomodation  units,"  we  all  acknowledge,  i'm 
sure,  that  in  discussing  health  care  we  are  dealing  with 
some  of  the  most  personal  and  sensitive  of  all  human  needs. 

But  the  economists  are  right  to  this  extent  —  the  laws 
of  their  discipline  apply  as  much  to  health  care  as  to  any 
other  commodity:  human  wants  are  insatiable;  human  resources 
are  scarce. 


This  means  society  must  make  choices  —  often  very 
difficult  choices.  the  only  real  question  is,  who  is  going 
to  make  those  choices?  should  it  be,  on  the  one  hand,  a  few 
thousand  bureaucrats  concentrated  in  washington?  or ,  on  the 
other  hand,  should  it  be  the  millions  nationwide  whose  vital 
interests  are  at  stake  —  employers,  unions,  insurance 
companies,  health  care  plans,  hospitals,  doctors,  and 
individual  patients  and  their  families? 

i  maintain  it  should  be  the  latter, 

i  maintain  that  medicare  went  wrong  when  government 
tried  to  make  private  choices  unnecessary,  it  is  well  known 
that  the  threat  or  promise  of  government  action  can  have  a 
paralysing  effect  on  the  dynamism  of  a  free  society. 

So  it  was  with  Medicare,  although  that  was  not  what  the 

AUTHORS  OF  THE  MEDICARE  STATUTE  INTENDED.  IN  CREATING  THIS 
PROGRAM,  THE  JOHNSON  ADMINISTRATION  AND  CONGRESS  LEFT  THE 
PRIVATE  HEALTH  CARE  SYSTEM  INTACT.  THEY  MERELY  MADE 
GOVERNMENT  RESPONSIBLE  FOR  THE  REASONABLE  HEALTH-CARE  BILLS 
OF  THE  NATION'S  ELDERLY  AND  DISABLED.  THEY  LITTLE  REALIZED 
THEY  HAD  WRITTEN  A  VIRTUAL  BLANK  CHECK. 


That's  what  I  meant  when  I  said  that  government  tried 
to  eliminate  the  need  for  private  choices,  what  incentive 
did  either  the  providers  or  consumers  of  health  care  have  to 
be  economical  —  to  make  choices  —  if  uncle  sam  was  picking 
up  the  tab?  at  best,  the  fee-for-serv i ce  approach  offered 
no  incentives  to  control  costs.  at  worst,  it  opened  the 
door  to  overcharges  and  abuse. 

we  all  know  what  ensued.  the  costs  of  the  program 
snowballed  —  doubling  and  redoubling  every  few  years. 
Federal  efforts  to  control  costs  through  regulation  were  to 
no  avail  —  first,  because  the  job  was  too  big  and  too 
complex  for  any  government  agency  to  handle,  and  second, 
because  regulation  can  never  control  costs  as  effectively  as 
market  incentives. 

At  one  time  it  was  heresy  for  a  federal  bureaucrat  to 
say  such  a  thing  in  public.     today,   it  is  conventional 

WISDOM. 

Those  of  you  who  have  seen  Joseph  Califano's  new  book, 
America's  Health  Care  Revolution,  are  aware  that  a  profound 
shift  in  attitudes  has  occurred. 


Mr.  Califano  was  of  course  a  protege  of  Lyndon  Johnson, 
Secretary  of  Health,  Education,  and  Welfare  under  Jimmy 
Carter,  and  an  enthusiastic  proponent  both  of  national 
health  insurance  and  cost  controls  for  hospitals,  but  time 
and  experience  wrought  a  remarkable  change  in  his  thinking, 
i  quote  from  his  book: 

"For  more  than  a  decade,  I  was  convinced  that  the  job 
OF  reining  in  health  care  costs  was  too  big  for  the 
private  sector,  that  only  government  could  do  it,  and 
that  government  had  to  do  the  whole  thing,,.    my  years 

at  hew,  and  six  more  outside  government,  lead  me  to 
believe  that  the  great  hope  of  containing  health  care 
costs  lies  in  an  aroused  private  sector,,," 

Mr.  Califano  has  clearly  profited  from  his  experience 
in  managing  the  chrysler  corporation's  employee  health  plan, 
He  goes  on  at  great  length  to  explain  exactly  what  an 
aroused  private  sector  —  expec i  ally  major  purchasers  of 
health  services  like  corporations  —  can  do  to  keep  health 
care  costs  down,  these  include  competitive  bidding,  second 
opinions,  generic  drugs,  and  other  devices,  but  all  these 
helpful  suggestions  boil  down  to  that  simple,  one-syllable 
word,  "choice." 


The  Reagan  Administration  has  been  successful  in 
controlling  costs  precisely  because  it  is  no  longer 
shielding  the  private  sector  from  the  need  to  make  choices. 

Prospective  payment  for  hospitals  under  Medicare  is  one 
example  of  this.  the  federal  government  tells  hospitals 
what  it  will  pay  to  treat  a  given  ailment  based  on  one  of 
470  diagnosis-related  groups  (drgs)  .  if  the  hospitals  can 
provide  treatment  for  less,  they  pocket  a  bonus;  if  they 
spend  more,  they  absorb  the  loss.  the  hospitals  are  left 
free  to  decide  how  they  will  operate  within  the  drg 
framework. 

the  evidence  to  date  tells  us  that  prospective  payment 
is  working.  we  are  controlling  costs  without  compromising 
quality.  Prospective  payment  is  one  of  the  main  reasons  why 
the  amount  this  country  spent  for  health  care  last  year 
showed  the  smallest  increase  in  two  decades. 

Yet  prospective  payment  has  its  drawbacks.  It  is 
cumbersome,  it  is  arbitrary,  and  it  involves  the  federal 
government  too  deeply  in  the  actual  practice  of  medicine. 
Furthermore,  while  it  represents  an  improvement  over  the  old 
cost-reimbursement  method  of  payments,  it  is  not  the  best 
means  of  keeping  costs  low  and  quality  high. 


Prospective  payment  commits  the  government  to  making 
decisions  it  is  not  well-equipped  to  make .  for  example,  when 
and  how  do  we  revise  drgs  to  accomodate  new  advances  in 
medical  science  or  changes  in  the  practice  of  medicine?  how 
do  we  deal  with  the  inevitable  exceptions?  even  470 
categories  can't  cover  every  conceivable  ailment;  exceptions 
must  be  made  in  the  interest  of  fairness.  but  each 
exception  makes  the  system  more  complex  and  more  difficult  to 
administer,  so  that  it  must  ultimately  collapse  under  its 
own  weight. 

Prospective  payment  has  been  a  useful  stopgap  measure. 
But  we  need  a  more  effective  and  lasting  solution  for  the 
long  term. 

We  are  phasing  in  this  solution  right  now.  It  is  not  a 
panacea;  tough  choices  still  have  to  be  made.  The  solution 
is  to  ensure  that  the  right  people  are  responsible  for 
making  them. 


Last  year,  for  the  first  time,  Medicare  beneficiaries 
were  allowed  to  opt  out  of  traditional  medicare  coverage  and 
join  private  health  maintenance  organizations  (hmos)  or 
competitive  medical  plans. 

These  plans,  as  you  may  know,  operate  on  a  capitated, 
or  "so-much-per-patient"  basis.  The  plan  receives  a  lump  sum 
per  person  to  provide  specific  services  for  a  specific 
period  of  time,  usually  one  year. 

When  a  Medicare  beneficiary  joins  an  HMO,  Medicare  pays 
the  hmo  a  premium  equivalent  to  95%  of  the  average 
beneficiary  cost  in  the  area  in  which  the  enrollee  lives. 
This  is  called  a  "risk  contract."  In  exchange  for  this 
payment,  the  hmo  must  provide  its  members  with  the  basic 
services  covered  by  medicare.  if  it  can  provide  those 
services  for  less  than  the  95%  premium,  it  earns  a  surplus 
that  it  must  share  with  its  enrollees  —  either  in  extra 
benefits  or  in  reduced  cost  sharing.  if  it  can't,  it  must 
absorb  the  loss. 


Medicare  beneficiaries  find  HMOs  appealing.  They 
provide  'convenient,  comprehensive,   "one-stop"  health  care 

coverage,  which  they  can't  get  through  medicare, 

Medicare  does  not  cover  all  medical  expenses,  There  is 
a  significant  deductible  (currently  $492),  and  a  series  of 
graduated  copayments  after  60  days  in  the  hospital.  to 
protect  themselves,  many  medicare  beneficiaries  purchase 
supplemental  insurance  —  often  termed  "medigap"  policies. 

With  an  HMO,  deductibles  and  copayments  are  generally 
much  smaller,  or  even  nonexistent.  similarly,  the  benefits 
usually  provided  through  medigap  coverage  are  covered  in  the 
basic  plan  of  an  hmo.  many  hmos  offer  extra  benefits  like 
eye  examinations  and  prescription  drugs,  which  are  not 
covered  by  medicare. 

This  approach  to  financing  health  care  is  commonly 
called  "capitation."  we  are  seeking  a  better  name  to 
describe  this  very  useful  concept. 


Capitation  has  a  negative  ring,  Many  physicians  think 
it  means  that  the  government  will  pay  them  on  a  per  capita 
basis,  according  to  a  single  formula,  on  the  contrary,  we 
are  proposing  that  choices  be  significantly  greater  for  all 
parties  concerned, 

We  are  not  forcing  change  on  anyone,  We  are  giving 
Medicare  beneficiaries  the  opportunity  to  shop  for  a  health 
care  plan  that  best  suits  their  individual  needs,  if  they 
prefer  to  remain  under  traditional  medicare  coverage,  they 
are  perfectly  free  to  do  so. 

we  are  also  giving  freedom  of  choice  to  the  medical 
community  —  that  is,  to  doctors  and  hospitals,  under  the 
present  system,  medicare  has  what  economists  call  "monopsony 
power."  medicare  exercises  enormous  clout  in  the 
marketplace.  it  is  too  big  a  customer  for  doctors  and 
hospitals  to  refuse. 

That  means  playing  by  Medicare's  rules.  If  they  don't 
like  those  rules,  there  is  very  little  they  can  do,  they 
can  lobby  the  administration,  they  can  lobby  congress,  or 
they  can  go  to  court.    but  usually  they  will  end  up  going 

ALONG, 
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Under  a  capitated  Medicare  program,  there  would  be 
competition  between  medicare  and  private  health  plans.  i.n 
addition,  private  plans  would  compete  vigorously  with  each 
other,  Doctors  and  hospitals,  like  beneficiaries,  would  be 
free  to  decide  which  plans  they  wanted  to  affiliate  with, 

This  will  harness  the  creative  powers  of  the  private 
sector,  and  that  should  produce  significant  gains  for  all 
participants. 

Government  will  gain.  Under  the  present  system,  the 
federal  government  is  obliged  to  make  many  decisions  it  is 
not  well  qualified  to  make.  under  a  capitated  system,  those 
decisions  will  be  made  at  the  local  level  by  the  people  best 
qualified  to  make  them.  this  country  is  too  big,  and  our 
population  too  diverse  to  be  adequately  served  by  a  single 
national  health  care  plan  devised  in  washington, 
Competition  among  private  plans  will  serve  the  people  better 
and  will  cost  less. 

Doctors  and  hospitals  will  gain,  They  will  have  far 
greater  freedom  to  exercise  independent  professional 
judgement.   moreover,  they  will  be  rewarded  for  doing  so. 
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The  present  system  pays  by  piecework.  We  have  one 
payment  schedule  for  physicians,  one  for  hospital  in-pati ent 
service,  one  for  out-patient  service,  one  for  skilled 
nurses,  one  for  home  health  care,  and  so  on.  but  nobody  is 
paid  for  considering  all  the  patient's  needs  over  the  course 
of  an  illness,  and  guiding  him  or  her  from  one  stage  to  the 

NEXT. 

to  be  sure,  some  physicians  undertake  this 
responsibility  out  of  humanitarian  concern  for  their 
patients,  but  the  fee-for-serv i ce  system  does  not  encourage 
this  because  of  its  fragmented  nature.  capitation,  on  the 
other  hand,  rewards  good  patient  management.  it  is  in  the 
provider's  interest,  no  less  than  the  patient's,  that  the 
patient  be  helped  back  to  health  as  promply  and  efficiently 
as  possible.  This  means  providing  continuity  of  care  at 
appropriate  levels. 

Last,  and  most  important  of  all,  Nedicare  beneficiaries 
WILL  GAIN.     They  will  have  a  broad  range  of  health  care 

PLANS  FROM  WHICH  TO  CHOOSE.  THEY  CAN  SELECT  THE  ONE  THAT 
MOST  CLOSELY  MEETS  THEIR  OWN  PARTICULAR  NEEDS,  AND  THEY  CAN 
CHANGE  PLANS  IF  THEIR  NEEDS  CHANGE.  COMPETITION  AMONG  THE 
DIFFERENT  PLANS  WILL  KEEP  COSTS  LOW,  AND  QUALITY  OF  CARE 
HIGH. 
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We  are  giving  capitation  in  Medicare  a  market  test,  To 
date,  in  little  more  than  a  year  and  a  half,  over  600,000 
Medicare  beneficiaries  have  signed  up  for  private  plans,  and 
we  expect  that  number  to     increase  dramatically   in  the 

FUTURE. 

Right  now,  we  want  to  broaden  the  test  by  allowing 
beneficiaries  more  options.  toward  this  end,  the 
Administration  has  submitted  a  bill  to  Congress  —  the 
Medicare  Voucher  Act  of  1986,  introduced  by  Senator 
Durenberger  of  Minnesota. 

The  Voucher  Act  would  expand  the  number  and  type  of 
health  organizations  that  medicare  beneficiaries  could  join. 
Insurers  would  be  eligible,  as  would  employer-  and  employee- 
based  PLANS,  INCLUDING  UNIONS. 
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th is  bill  would  be  of  particular  advantage  to  medicare 
beneficiaries  who  have  health  benefits  as  part  of  their 
retirement  programs,  employers  would  be  able  to  combine  the 
Medicare  payment  with  their  own  premiums  to  fashion  a 
uniform  health  care  plan.  upon  retirement,  beneficiaries 
would  be  covered  by  a  comprehensive  health-care  plan,  just 
as  they  were  when  they  were  working.  there  would  be  no  need 
to  learn  a  new  set  of  rules  as  to  what  medicare  does  and 
does  not  cover,  nor  would  they  have  to  deal  with  medicare 
reimbursement  regulations  or  other  bureaucratic  delays. 

Further,  the  bill  would  eliminate  some  of  the 
restrictions  that  present  law  imposes  on  private  health-care 
plans.  Private  health  plans  would  no  longer  have  to  offer 
the  exact  benefit  package  offered  by  medicare.  instead, 
subject  to  a  test  of  actuarial  equivalence  of  benefits,  they 
would  be  free  to  restructure  the  medicare  benefit  package  to 
best  meet  the  needs  of  beneficiaries  in  their  marketing 

AREAS. 

TO  PROVIDE  EVEN  GREATER  FLEXIBILITY,  PRIVATE  PLANS 
COULD  OFFER  CASH  REBATES  IN  LIEU  OF  PROVIDING  EXTRA  BENEFITS 
OR  LOWER  COST  SHARING  AS  REQUIRED  BY  PRESENT  LAW. 
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It  may  be  possible  to  push  the  concept  of  Medicare 
capitation  even  further  in  the  years  ahead,  we  have  many 
appealing  possibilities,  and  as  beneficiaries  and  providers 
become  more  familiar  with  the  idea,  we  expect  to  have  a 
growing  constituency  in  favor  of  change. 

Capitation  is  a  practical  means  for  dramatically 
improving  the  medicare  program.  through  it,  we  can  redeem 
the  bright  promises  that  were  made  when  the  medicare  program 
was  launched  two  decades  ago. 

Thank  you. 
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